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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]

Examination

in

Auditing

May 11, 1933, 9 A.M. to 12:30 P.M.

Answer all the following questions.

No. 1 (10 points):
State what you understand to be the scope of the following:
(a) Balance-sheet audit
(b) Complete audit
(c) Continuous audit
(d) Special audit
Answer:
The following are quoted from Accounting Terminology (the preliminary
report of a special committee on terminology of the American Institute of
Accountants):
(a) Balance-sheet audit: “A balance-sheet audit consists of the verifica
tion, as of a given date, of the assets, liabilities, capital, surplus and all re
serve accounts, including as incidental thereto such examination of the opera
tions as may be necessary to give credence to the stated financial condition.
“It does not include the detailed vouching of all receipts and disbursements
or all details of income and expenditures, nor does it establish the accounta
bility of the fiduciary parties, except broadly.
“ It should be accompanied by a report stating the nature and extent of the
verifications which have been made, drawing attention to any items requiring
explanation or comment, or by a certificate stating the opinion of the auditor
as to the correctness or incorrectness of the statement submitted, or by both
report and certificate.”
(b) Complete audit: "One in which the examination extends to a verifica
tion of the details of all the books of account including subsidiary records and
all supporting vouchers, as to mathematical accuracy, complete accounta
bility and correctness of accounting principle. In modern practice such an
examination is seldom made.”
(c) Continuous audit: "One in which the detailed work is performed either
continuously or at short regular intervals throughout the fiscal period, usually
at the shortest intervals (e. g., weekly or monthly) at which subsidiary records
are closed and made available for audit in controllable form. Such ‘continu
ous’ work leads up to the completion of the audit upon the closing of the ac
counting records at the end of the fiscal period.
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“A continuous audit differs from a periodical audit, even though the detail
work be performed, for example, monthly, in that no report is made, except of
irregularities detected and adjustments found to be necessary, until the end of
a complete fiscal period, and, further, in that the certification of balance-sheet
figures, as such, may be deferred until the fiscal closing.
“A continuous audit is not necessarily a complete audit but may be limited
in scope according to understanding and to meet the requirements of the case.”
(d) Special audit: “An audit made for any purpose other than the verifica
tion or certification of statements of account presented according to regular
procedure at the close of an accounting or fiscal period. Such an examination
may be one where specially exhaustive attention is given to detail or it may,
on the other hand, be a sketchy examination of some limited feature of the
accounts. An interim or periodical audit made in the regular course, how
ever, is not a special audit.”

No. 2 (10 points):
The E Z Corporation issued $100,000 of preferred stock with an obligation
to set aside a certain percentage of its annual profits as a reserve for the final
redemption of the stock at par, a corresponding fund being accumulated in
actual cash. It is further provided that the corporation may use this cash to
repurchase its preferred stock in the market, carrying it as treasury stock until
redeemed. Such redemption may take place at any time on due notice to the
holders.
In the course of time the corporation has set up such a reserve and cash fund
to the amount of $50,000. In 1932, owing to the depression in the stock mar
ket, it was enabled to buy in the entire issue at an average cost of 10 per cent.,
or $10,000. Thereupon, after giving “due notice,” it redeemed the entire
issue, and its balance-sheet now shows cash in the fund of $40,000 and an in
crease in the surplus of $140,000.
At the annual meeting, which you attend as auditor, you are asked if this
additional surplus is available for an extra dividend on the common stock.
What would you reply? Give your reasons.
Answer:
In 1932, just before the preferred stock was purchased, the accounts showed:
Sinking fund cash..................................................................... $ 50,000
Reserve for retirement of preferred stock.............................
50,000
Preferred stock..........................................................................
100,000

The purchase of the treasury stock (preferred) should be recorded:
Treasury stock—preferred..................................... $100,000
Sinking fund cash................................................................... $ 10,000
Discount on treasury stock.................................................
90,000
Upon giving “due notice” and securing authority from the secretary of
state to cancel the preferred stock, and entry should be:
Capital stock—preferred....................................... $100,000
Treasury stock—preferred................................................... $100,000
At this point the accounts should show:
Sinking fund cash...................................................................... $ 40,000
Reserve for retirement of preferred stock.............................
50,000
Discount on treasury stock.....................................................
90,000
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As the corporation has met its “obligation to set aside a certain percentage of
its annual profits as a reserve for the final redemption of the stock,” the board
of directors may direct the return of the sinking fund cash to the general cash
account, and the amount in the reserve for the retirement of preferred stock
($50,000) to free surplus available for dividends.
Whether the directors may declare a dividend from the discount on treasury
stock ($90,000) depends upon the statutes of the state of incorporation and the
charter of the company. If these permit the payment of dividends from dis
count on treasury stock retired, it would be well to give written notice to the
stockholders as to the source of the dividend.
In this case the company was able to fulfill its “ obligation ” to retire $100,000
of preferred stock for $10,000. If the rights of the creditors were not impaired
by the requirement to pay out $100,000 to the preferred stockholders, it would
seem reasonable to expect that no injustice would be done if the discount on
the treasury stock was paid as a dividend.
No. 3 (10 points):
Why should an auditor insist upon examining all insurance policies, life, fire,
indemnity, and compensation, in the course of his work?
Answer:
All insurance policies should be examined for the purpose of ascertaining:
(1) The degree of protection against extraordinary losses;
(2) The existence of the policies;
(3) The amount of the prepaid, unexpired premiums thereon;
(4) The amount of any accrued liability for unpaid premiums;
(5) The cash surrender value on the life insurance policies;
(6) That the company is the beneficiary in the policies;
(7) Whether the policies have been assigned and for what purpose.
Oftentimes the fact that assets have been pledged will be disclosed when it
is found that the insurance policies have been assigned.

No. 4 (10 points):
What would you consider a satisfactory voucher for:
(a) Payrolls in a large manufacturing business;
(b) Purchase of a stock-exchange security;
(c) Investment in a mortgage;
(d) Investment in, and the current value of, building-and-loan shares?
Answer:
The term “voucher” in this question covers all kinds of supporting records,
not merely the customary payment voucher.
(a) The dollar amount of each payroll should be supported by cancelled
payroll cheques or pay receipts. The names and amounts shown on the indi
vidual cheques and receipts should be substantiated by (1) a payroll book,
for all week workers; (2) a time-card record, for day and hour workers; and
(3) a piece-work record, for piece workers. The rates of pay should be checked,
with officials and foremen, and piece-work rates should be compared with the
company’s schedule.
(b) A notification of purchase from the bank or broker will show the name
of the security, the date, and the price; a cancelled cheque or a broker’s state
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ment will show the payment or liability for payment. The price paid may be
checked against the market range for the day of purchase.
If the security is on hand at the date of audit, it may be inspected. If it
is held elsewhere for safe-keeping or as collateral, a confirmation may be ob
tained from the holder. If it has since been sold, a broker's statement, and/
or the receipt of cash therefor can be checked.
(c) The cancelled cheque issued in payment; the mortgage itself, or a con
firmation from the holder thereof; and a check of title in the recorder’s office
provide satisfactory authentication. In addition, the minutes of the board
of directors may contain an authorization of the purchase; in some cases, it
may be desirable to secure a confirmation from the mortgagor.
(d) Investment in building-and-loan shares would be evidenced by cancelled
cheques, and by the association pass-book. A confirmation should be obtained
from the association as to the present paid-in value, the cash-value, and the
loans (if any) against the shares.
The current value of the shares may be determined by examination of the
statements of the association.

No. 5 (10 points):
The A B Corporation has ten thousand hands employed in some twenty
departments. Its payrolls have always been made up by departments in
standard form, and hitherto it has had little trouble in ascertaining each em
ployee’s total compensation, as changes from one department to another were
very rare. In 1932 it adopted a “spread-the-work” plan which involved not
only laying off men for short periods but also switching hundreds of them from
one department to another as occasion demanded.
Entering on your annual audit engagement February 1, 1933, you find the
entire clerical staff working frantically to make out information returns, the
number being greatly increased by the lowering of personal exemptions under
the federal income-tax act of 1932. Wages are paid weekly on the hourly
basis, so the correct amounts to be returned can be obtained only by tracing
each man’s time through every departmental payroll.
You are asked to suggest some method by which the data for these informa
tion returns may be easily and accurately compiled for the future, without dis
organizing departmental cost accounting.
What would you suggest?
Answer:
The A B Corporation undoubtedly maintains complete and detailed employ
ment records, and a slight amplification of these records would provide the
data for the informational returns and also provide significant control data.
An earnings card would be kept for each employee to be posted up each
week from the payroll records; the clerk making the posting could at the same
time record the hours worked and (in code abbreviation) the department and
the kind of work. Thus the total earnings for the year would be readily de
terminable, and the company would be provided with a detailed history of the
employment experience of every employee.
An organization of this size, employing ten thousand hands, and paying
weekly, might well consider the use of tabulating machines; not only in solving
the above problem, but in distributing the labor charges, etc.
No. 6 (10 points):
The X Y Corporation becomes insolvent and you are appointed receiver.
State in detail the system of accounting you will adopt, and the form of your
final report to the court.
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Answer:
I would prepare a set of ledger accounts for all of the assets taken over from
the corporation, and for those subsequently discovered. The assets would be
valued according to the values used in the inventory approved by the court.
As the assets are realized, the accounts should be credited with the amount at
which they were recorded upon the books, and the resulting profit or loss
should be recorded in the realization profit-and-loss account.
Expenses and liabilities paid should be recorded in appropriate accounts,
which should be classified according to those chargeable to the corporation, and
those chargeable to the receiver. The nominal accounts should be closed into
the realization profit and loss, and a final report, somewhat as follows, should
be prepared:

John Doe, Receiver
For the X Y Corporation—In receivership
Charge and discharge statement
for the period (date) to (date)
I charge myself with:
Assets taken over (date):
(Assets in detail).......................................................................... $...............
Additional assets discovered:
(In detail).............................................................................................................
Liabilities incurred by the receiver:
(In detail).............................................................................................................
Gains on realization of assets................................................................................

Total charges............................................................................

$...............

I credit myself with:
Liabilities paid:
(Debts incurred prior to the receivership, in detail)............... $..............
(Debts incurred by the receiver, in detail).....................................................
Losses on realization of assets:
(In detail).............................................................................................................

Total credits..............................................................................

$...............

Balance—cash (or assets on hand)...................................................

$..............

No. 7 (10 points):
State in detail how you would audit, verify and classify on the balancesheet securities in which the surplus funds of a corporation are invested.
Answer:
These temporary investments may be audited and verified as follows:
Prepare a schedule showing:
(1) Dates of purchase;
(2) Descriptions of securities;
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(3)
(4)
(5)
(6)
(7)
(8)

Number of shares, or par value of bonds owned;
Cost of securities;
Market value of securities;
Interest and dividend dates;
Interest and dividends received;
Securities hypothecated, with whom, and for what purpose.

The securities should be inspected by the auditor as soon as possible, and
checked against the above schedule. Certificates out for transfer, or those
hypothecated should be confirmed by direct correspondence with the transfer
agents or other holders thereof.
In his examination, the auditor should determine (1) that the bond cou
pons which are due subsequent to the date of the examination are intact, and
(2) that the stock certificates are in the name of the corporation, or that they
are endorsed or are accompanied by powers of attorney if in the names of in
dividuals.
The brokers’ purchase and sales invoices should be audited, the cancelled
cheques examined, and the proceeds of cash from any sales should be traced to
the bank account to verify the purchases and sales as recorded on the books.
As the investment is made from surplus funds, it is to be expected that the
securities are marketable, and that the investment is temporary. Accordingly,
they should be shown in the balance-sheet under the caption of current assets.
If the total market price is less than the total book value, a reserve should be
set up in the balance-sheet, unless the difference is small. The basis of valua
tion and the amount hypothecated (if any), should be clearly indicated on the
balance-sheet.

No. 8 (10 points):
Give four principal examples of contingent liabilities, and state how you
would proceed to discover them.
Answer:
(1) Income taxes: The revenue agents’ reports, correspondence with the
treasury department, and the copies of prior years’ returns should be examined
to learn of the possibility of additional assessments for income taxes not re
corded upon the books.
(2) Notes receivable—discounted: In auditing the notes receivable, those
notes which have been discounted should be listed upon the schedule prepared.
Direct confirmation should be obtained from the holders.
(3) Endorsements: If the officers or partners of the concern whose books are
being audited are interested in other businesses, especial care must be taken to
learn whether or not they or the company are accommodation endorsers. Di
rect inquiry should be made of the officers or partners, and a certificate should
be obtained from them. Careful examination of the officers’, partners’ and in
terest accounts may show payments which might indicate that they or the
company are accommodation endorsers.
(4) Damages: The correspondence files, particularly those with the com
pany’s attorneys, and reports from credit agencies should be examined to learn
of any contingent liability for damages. An opinion in writing from the com
pany’s attorneys as to the amount which the company may be required to pay
should be obtained.
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In general, the contingent liabilities should be set up as a footnote to the
balance-sheet. A certificate should be obtained from the officers showing
those liabilities, direct or indirect, which are not stated on the books.
No. 9 (10 points):
A merchandising corporation shows in its profits for the year under audit
a large amount of anticipated cash discounts on its accounts payable. Dis
cuss the pros and cons of this practice.
Answer:
The practice of anticipating cash discounts on accounts payable may be ap
proved when the following conditions exist:
(1) The company has sufficient cash funds to assure the taking of all cash
discounts.
(2) The practice has been followed in past years, so that discounts received at
the first of the year had been taken into income of the previous year.
(3) Inventory is priced at cost less discount (if discounts are small, and it is
more convenient to keep inventory at gross cost, a reserve for discounts should
be deducted from inventory at the average discount rate for the year).
(4) A similar practice is adopted with respect to discounts on accounts re
ceivable; i. e., a reserve is provided for the estimated amounts of discounts to be
taken by customers, based on the company’s experience. If sales discounts are
small, this requirement may be ignored.
The wording of the problem would seem to indicate that the company has
for the first time made this anticipation, possibly for the purpose of bettering its
profit showing. If the company meets requirements (1) and (3) above, and
proposes to adopt this method of accounting for discounts in the future, no
serious objection should be raised, provided:
(a) Discounts available at the beginning of the year are excluded from this
year's discounts income.
(b) The face of the balance-sheet and income statement indicate the treat
ment of discounts.
(c) Discounts on accounts receivable, unless small, are similarly antici
pated.
Anticipation of cash discounts on purchases is generally considered anticipa
tion of profit, on the ground that the discount is not earned until the payment is
made. On the other hand, it is just as logical to tie up the discount earn
ing with the purchase, for without the purchase there would be no discount.
This line of argument brings us to the old question of classification of pur
chase discounts—are they deductions from purchases, or are they financial
earnings?
In general, it might be stated that if discounts are considered reductions of
purchase cost (purchases may or may not be entered net), anticipation of dis
counts is proper; if discounts are financial earnings, they are earned when the
invoices are paid, and should not be anticipated.
In cases where cash discounts are large—the garment industry, for example—
and monthly statements are being prepared, failure to anticipate discounts on
sales and purchases may distort the income statements, since the seasonal
nature of the business frequently produces wide variations between payments
and purchases, and between sales and collections, in the several months.
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No. 10 (10 points):
The X Y Corporation shows on its balance-sheet, among its assets, the fol
lowing items:

Notes receivable......................................................
Accounts receivable................................................
Less reserves........................................................

What criticisms have you to offer?

$300,000
200,000

$500,000
150,000
------------ $350,000

State the principle involved.

Answer:
Notes and accounts receivable should be classified on the balance-sheet as
owing from trade creditors, affiliated concerns, officers and employees, and
others. If no description is attached, the reader is justified in assuming that
all are trade receivables arising from the ordinary course of the business; if this
is not true of the X Y Corporation’s receivables, the balance-sheet is mislead
ing.
Furthermore, the reserves should be identified and set out separately, each
deducted from the specific asset to which it applies.
The principles violated in the presentation illustrated are:
(a) All material facts should be disclosed, so that the reader will be able to
make a proper interpretation thereof.
(h) Each asset should be valued separately.
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